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The year 2007 has witnessed another active year in the UK Continental Shelf (UKCS). Exploration and appraisal drilling has been running at slightly higher levels than those of achieved in 2006, while development drilling has been at a little below last year’s level. A substantial number of new fields have come on stream. The most noteworthy is the Buzzard field in the outer Moray Firth. This field is by far the largest discovery in the UKCS over the last several years, with estimated recoverable reserves exceeding 500 million barrels, and its performance will have a significant effect on the total production profile over the next decade. 

While the high oil prices have had an obviously beneficial effect on production revenues the operating environment has not been unambiguously rosy. Thus cost escalation has continued apace, and, when combined with the relatively low size of field, the unit costs have continued to increase substantially. Thus in the Central North Sea the field lifetime development and operating costs of a new field now exceed $25 per barrel of oil equivalent (boe). In the Northern North Sea they now exceed $27 per boe, while in the Southern gas basin, traditionally a low cost area because of the shallow water, the unit field costs exceed $20 per boe. 

The result is that some potential new development projects are being reassessed. This is particularly the case with gas fields, because the wholesale gas price has not increased in line with oil prices, but has suffered the same cost escalation. Although gas production has been falling since 2000 there has been a major build-up of new import capacity, both in the form of new pipelines from Norway and the European Continent, and in LNG terminals. The sum of likely production from the UKCS and the import capacity should exceed UK gas demand for some years ahead. But there remains uncertainty about how much of the new capacity will actually be used to import gas. 

This year saw the completion of the 24th Licensing Round with 246 blocks being awarded. This was a very high number, and an encouraging feature was the significant number of new entrants (17), which has been a notable feature of the last 4 Rounds. Closer inspection reveals that a large proportion of the awards were in the form of Promote Licences which are intended to provide opportunities for very small players to undertake geophysical/geological studies with the benefit of heavily discounted fees for the first two years of their licences. The other side of the coin is that the Round produced only a modest number of commitment wells. It could also be the case that many of the blocks awarded under the Promote Licence scheme are relatively high risk.

Indicative of the challenges facing the industry was the ongoing work of the Government – industry West of Shetland Task Force. Its purpose was to examine the possibility of a commercial development solution for the group of undeveloped gas fields located in the region. Around 2 tcf of discovered gas has been identified, with an upside potential of another 2 tcf from discoveries, and possibly another 4 tcf of undiscovered potential. But the discoveries are located over a wide area with each being of moderate or small size. Furthermore, a long, new pipeline would be required to transport the gas to the UK mainland to enter the National Transmission System, probably at St Fergus.

It is clear that, in the circumstances, a cluster development with a communal hub and pipeline would constitute the most economical form of development, but to date the Working Party has not found a scheme which is clearly economically attractive. The hub could be onshore at Sullom Voe, at a shallow water gas field, a deep water gas field, or at an oil and associated gas field, and the Task Force has examined all of these, but to date the discovery of a clearly attractive scheme has proved elusive. The work will thus continue into 2008.

Another feature of 2007 was the launch of a Consultation Document by the UK Treasury on the long term future of the tax system in the UKCS. Of particular interest to the Treasury is the position of Petroleum Revenue Tax (PRT) which is paid by fields developed prior to 16th March 1993. The yield of this tax will fall over the next few years with the depletion of these older fields, and this will be followed by a period when its yield will be negative due to the reclaiming of tax paid through the relief for the (large) decommissioning expenditures. 

A negative tax yield is unappealing to any Ministry of Finance, and the Treasury has proposed to the industry that PRT could be phased out in various possible ways. These would recognise the need to allow relief for decommissioning expenditures. Finding a format which is clearly neutral between the interests of investors and the Exchequer is by no means straight-forward. For example, in the scheme where PRT is abolished when the present value of expected tax payments becomes equal to the present value of the expected PRT relief for decommissioning costs, the effect depends (among many other factors) on the discount rate employed. Estimating decommissioning costs several years in advance is also subject to much error, and, given that it is proposed not to “reopen” the issue after an agreement has been reached, the risks from inaccurate estimation are very high. At the time of writing it is by no means clear what the outcome of the review will be. This will probably not be known until next year’s Budget, normally in March.

The industry has been proposing that tax reliefs should be provided to encourage new field developments, citing in particular the major cost escalation in recent years. The present author has found that reducing the burden of the Supplementary Corporation Tax could produce worthwhile increases in the number of new field development over the next 20 years, but the Treasury has always been concerned about the effect on tax revenues, with the possibility of tax losses from fields which in any case would have been developed without reliefs looming large in any assessment. Again, the outcome will be revealed in next year’s budget.

Another consultation process between the Government and the industry has also taken place in recent months over the question of financial security for decommissioning. In the UK there is joint and several liability among co-licensees for the decommissioning obligation. Further, at the time of asset transactions involving mature fields, if the Government is concerned about the ability of the buyer to meet its decommissioning obligations, it can insist that the seller be liable in the case of a default. Sellers are obviously unhappy about this and Oil and Gas UK has proposed the use of a Decommissioning Cost Provision Deed which would provide security to all partners and enable a selling party to be released from any further obligation. This is currently being discussed with the Government which is adapting a very risk-averse approach to the problem.

In 2008 there should continue to be a reasonably high level of activity in the UKCS, but in real terms the amount of investment may be less than in 2006. This is partly due to the completion of some major projects and the lack of large new developments. The typical new field is now less than 20 mmboe and, while there are substantial numbers of them, the aggregate investment may not reach the levels of 2006.

Hopefully the year 2008 should bring clarification to the legislative position regarding taxation and decommissioning. It is too optimistic to hope for stability in the oil market and in the markets for equipment and supplies, and thus the industry has to continue to manage these and other external risks.
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